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FinaNci1AL HIGHLIGHTS

Alexander & Alexander Services I, Percent
{mellions of dellars, except per shave amotnts) 1987 1986 Change
Operating revenues 51,118.7 $1,068.2 + 4.7%
Income from continuing operations 74.9 66.6 +12.5
Net mcome 68.4 43.2 +58.3
Per share of common stock:

Income from continuing operations 1.77 1.62 + 9.3

Net income 1.62 1.05 +54.3

Cash dividends 1.00 1.00 —
Total asscts $2,609.7 $2,428.6 + 7.5
Stockholders” equity 389.4 324.4 +20.0
Book value per share 9.29 7.74 +20.0
Return on equity 19.2% 14.2% +35.2
Average shares outsranding 42.3 4]1.2 + 2.7

Number of employees (thousands) 17.0 18.0 - 5.6

ALEXANDERT*ALEXANDER SERVICES INC. serves clients in more than 70 countries as a leading
international insurance brokerage, risk management and human resource management consulting company.
Our 17,000 employees plan, place and service all types of insurance and risk management programs
on behalf of commercial businesses, governmental cntities, associations and individuals. We also place
reinsurance and provide risk analysis and self-insurance services, premium financing and asset valuation and
management.
Our human resource management consulung operations provide actuarial and administrative services for

compensation and benefit plans, as well as employee communications and management consulting services.
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To Our FELLoOw SHAREHOLDERS

Alexander & Alexander Services Inc.
strengthened its operations throughout
1987. We report to you with confi-

dence about the Company’s prospects for

renewed growth and profitabiliry.
Progress during the year is evident in

key financial measurements including:

» Worldwide revenues, despite falling
prices in global insurance markets, grew
nearly 5%.

®» The rate of expensc growth was cut by
one-third.

» Net income growth exceeded 50%.

» Sharcholder equity increased to $389
million.

= We repurchased one million shares of
A&A common stock and in carly 1988
announced plans to repurchase addi-
tional shares.

® Our commercial paper credit rating
was upgraded during 1987 and again in
carly 1988, reflecng the Company’s
improved financial picture.

Major organizational, operational and
structural changes, along with improved
quality and cost controls, were also im-
plemented duning the year. These changes
increasingly contnbuted to financial im-
provements in 1987, Additional benefits
from these actions are expected in 1988
and beyond.

Our globalization program also pro-
duced bencefits during the year. Offices

around the world successtully enhanced
intracompany coordination. A&A is

now firmly established as a leading full-
service international insurance broker-

age, risk management and human resource
management consulting company.

One of our strategic objectives is to
concentrate management cfforts on
the basic business lines where we have
our greatest strengths. These ““build-
ing blocks”” are worldwide retail insur-
ance broking, wholesale and reinsurance
broking, risk management services and
human resource management consulting,
as well as related businesses that supple-
ment other services for A&A clients.

As part of our emphasis on our core
businesses, A&A substantially removed
iself from underwritng with the De-
cember sales of Shand, Morahan and
Company, Inc. of Evanston, Ill., and the
Sphere Drake Insurance Group of Lon-
don. These acnons will allow us to rein-
vest in our basic business lines through
the repurchase in early 1988 of up to an
additional nwo million shares of A&A
stock. The repurchase program-—-which
totals three million shares—reflects con-
fidence in A&A’s futurc by management
and the board of dircctors.

A&A and other insurance brokers were
negatively affected by falling insurance
prices, especially in the fourth quarter, At
ABA, the impact of this revenue loss

was partially offset by new business pro-
duction and productiviry increases.

In the U.S., A&A Inc. realigned its
management structure as part of a pro-
gram to streamling its operations. Brokers
were also shifted from staff and regional
jobs into positions that were more closely
related to client service and new business
production. Restructuring also took place
in Canada and in Europe, where we
undertook several strategically significant
acquisinons and mergers.

Profitabiliry and client-retention cfforts
duning the year were enhanced by A&A’s
qualiry service programs. These include
management development, technical
training and procedural safcguards to as-
sute that we continue to give our clients
cost-effective, high-qualiry service.

An Opcrations Board, chaired by T.H.
Irvin, has been established to develop
and implement long-range plans and to
strengthen coordination 2mong senior
A&A managers. The board, among other
things, maintains a rolling threc-year plan
that supports the broader framework of
our long-term strategy. Emphasis is placed
on anticipating changes in the business
cnvironment and on developing services

that meet client needs.



The Operations Board has acted to:

» Increase the synergy of business units
as we serve our clients on a worldwide
basis.

= Improve global procedures and con-
trols, as well as global executive
development.

= Increase emphasis on human resource
management consultng,

Those business lines thar A&A has cho-
sen to emphasize either enjoy a dominant
market posiion—such as our broking
operations—or they are well-positioned in
rapidly growing service areas. A&A
business units with significant potential for
strong near-term results include our hu-
man resource management consulting op-
eration, the Alexander Consulting, Group
(ACG). ACG’s progress in 1987 vali-
dates its strategic importance as one of the
Company’s building blocks.

In 1987, ACG units increased combined
revenues by almost 20% over 1986.
Pre-tax profit was up by more than 25%.
Contributing to ACG’s progress are its
new scrvices, which include innovations
in the emerging field of interactive video,
cmployee communications consulting,
health care strategies and information sys-
tems development and application.

A& A has continued to invest in risk
management services by opening Anistics
offices in London, Toronto and Sydney.
As it has for ncarly 20 years, Anistics leads
the industry in applied research and
development for computer software pro-
ducts, loss forecasting and financial
models, as well as consulting services for
non-tradinonal coverage.

Growth has been strong at Alexsis, our

self-insurance services organization. 1t also

ACrA 1s NOw FIRMLY ESTABLISHED AS A LEADING
FULL-SERVICE INTERNATIONAL INSURANCE
BROKERAGE, RISK MANAGEMENT AND HUMAN
RESOURCE MANAGEMENT CONSULTING COMPANY.

provides risk analysis and diversified fund-
inp arrangements for our dlients. The
number of Alexsis offices—60—has quad-
rupled in five years, reflecting the demand
for this type of service. Processed claims
increased by 50,000 last year. Gross an-
nual revenues and profit were up by more
than 20%.

|

A&A management cannot control the
external factors that create or influence
the insurance cycle. A&A can, however,
provide services through innovanve
risk management techniques. By combin-
ing the skills of Alexsis, Anistics and
broking, we serve our dients dunng these
chaotic periods. Our wide range of
products and scrvices—developed and
delivered by an experienced,, well-trained
staft—should cnsure long-term growth
and increase shareholder value.

Earlier, we referred to our globalization
program. The Reed Stenhouse merger
provided the basic framework for A&A’s
international retailing operadons. By

Jobn A. Bogaridus, Jr

1987 the merger had matured into a sin-
gle, coordinated operation. Meanwhile,
the Alexander Howden Group continuced
to develop its leading role in wholesale
and reinsurance broking in London and
other international business centers.

Mergers and acquisitons during 1987
conuibuted to the implementation of our
global stratepy. Emphasis was placed on
continental Europe, where additional ex-
pansion is forecast as the European
Economic Community liberalizes cross-
border trade in financial services prod-
ucts. This action by tradc and industry
minusters is a signficant step toward
freedom of insurance services. Insurance
opportunitics, particularly for the
London market, will grow.

In Belgium, A&A negotiated the pur-
chase of the outstanding shares of Alexan-



der Menage & Jowa, which will become

a wholly owned subsidiary. This company
will trade under the name Alexander
Stenhouse Belgium International SA/NV.

In December, effective ownership
of Bekouw Mendes Holding, B.V., the
Dutch insurance broker and risk
management company, was increased
from 30% to 75%.

A&A and Banco de Bilbao Group are
planning to merge brokerage operations
in Spain. The new group will trade
under the name of Gavial Alexander, S.A.
Alexander & Alexander A/S was created
in Norway as a subsidiary of Alexander
Stenhouse A/S of Denmark.

Alexander Howden North America,
Inc., A&A's national excess/surplus and
specialty lines broker, acquired J.J. Francis
& Assodiates, Inc., Cherry Hill, N.J.

A&A increased its equity position to
509% in the Brazilian insurance broker,
MacFarlane & Associates. The company
will change its name to Alexander
MacFarlane Ltda.

Our links with the People’s Republic of
China were bolstered when a correspon-
dent relationship was established between
Alexander Trade Services and China Inter-
national Economic Consultants, Beijing.
ATS offers a full investment-consultancy
service, including analysis of proposed in-
vestments, identificaton of possible
Chinese partners and feasibility studies.

Special emphasis was also placed on
Japanese business during the year. In Jan-
uary 1987, A&A Services Senior Vice
President James Y. Paulding became presi-
dent of A&A of Japan, Inc. His assign-
ment is to develop and to expand ties
with Japanese insurance companies and
other businesses. In the U.S., A&A ac-

PROFITABILITY AND CLIENT-RETENTION
EFFORTS DURING THE YEAR WERE ENHANCED BY
ATrA’s QUALITY SERVICE PROGRAMS.

quired Kadowaki Associates International
Corp. of Pasadena, Calif. Kadowaki had
been identified as a leading acquisition
candidate on the strength of its special-
ized brokerage and risk management ser-
vices for Japanese businesses operating

in the U.S. As part of A&A Inc’s National
Marketing Group, Kadowaki will operate
naronally as a resource to A&A offices.

In addition to this acquisition, mergers
in the U.S. included Inter-American
Insurance Group, Inc. of Miann, Fla.;
Federman-Bachrach & Associates, Inc. of
Beverly Hills, Calif.; Associated General
Agency, Inc. of Beachwood, Ohio;
and Landmark Insurance Corporation,
Inc. and Grissom, Gillingham &
Associates, both of Fort Myers, Fla.

To further enhance our global network,
A&A formed the Global Retail Insurance
Broking Board during 1987, The board
will improve procedures for meeting client
needs across product lines and across
nattonal boundaries.

|

In carly 1987, John A. Bogardus, Jr.,

announced that he would be stepping,

down as chief executive officer. The

Tinsley H. Trvin

board of directors named T.H. Irvin as his
successor. Mr. Bogardus agreed to con-
tinue to serve as chairman undl his retire-
ment at the ¢end of May 1988.

Also in May, Bobby J. Cline, John B.
Devine, David C. French, Cedric
G. E. Gyles, Ronald A, lles, James A.
McCormick, John C. Sienkiewicz and
Kenneth W. S, Soubry will be concluding
their service on our board. Their con-
tnbutions and counsel as members of the
board have been very helpful in stra-
tegically positoning A8A for the future.

During 1987, Michael K. White and
William M. Wilson became executive vice
presidents of A&A Services Inc. Mr.
White continued to serve as president and
chief execunive officer of A&A Inc. untl
early 1988, when he became chairman
and chief executve officer. Mr. Wilson
continued to serve as chairman and chief

execunve officer of A&A International Inc.



On September 1, 1987, Paul E. Rohner
joined A&A as senior vice president and
chief financial officer. Mr. Rohner brings
many years of international business
expericnce to the position.

Other A&A Services appointments
include Dan R. Osterhout’s designation
as senior vice president. Mr. Osterhout
heads a new business unit established to
consolidate management responsibility
for our remaining underwriting issues.
These include exposure management,
run-off and related operations.

In U.S.-based operating units, James
A. McCormick was appointed president
and chief operating officer of A&A Inc.
Additionally, he was named chairman of a
new operations committee that includes
the senior exceutives of the eight A&A
Inc. operating units.

The committee includes regional direc-
tors Donald R. Bell, Gerald M. Brown,
Paul V. Colony, James H. Dunard and
Allen J. McDowell, as well as Giles H.
Madray, Jr., director of Administrative
Openations; John A. Malasky, director of
Special Services; and Robert J. Murphy,
director of National Marketing,

In Attanta, John W. Hanna was named
president and chief operating officer of
Alexander Howden North America, Inc.,
the wholesale broking unit.

R. Allan Durward has been appointed
chicf executive officer of Alexander Con-
sulting Group Ltd. for the U.K. and
Europe, replacing John D. Loudon, who
has retired. Graham Bird has been ap-

pointed managing director for the Alex-
ander Consulting Group Ltd., Australia.

In Canada, James S. Horrick was ap-
pointed chief ¢xecutive officer of Reed
Stenhouse Ltd. He replaced Cedric G.E.
Gyles, who retired as CEQ but will
continue as Reed Stenhouse chairman. In
Europe, John B. Devine announced his
decision to retire as chief execudve officer,
with executive responsibilities to be
assumed by Ronald W. Forrest, chief ex-
ccutive officer of Alexander Stenhouse
Ltd., and Michael J. Barrett, chief execu-
tive officer of Alexander Stenhouse
Europe Ltd. Mr. Devine will remain as
chairman.

David C. French, chairman and chief
cxccutive officer of the Australia/New
Zealand region, retired in December from
executive responsibilities, continuing
as chairman. Lloyd E. Mills, managing di-
rector and chicf cxecutive of Alexander
Stenhouse Lid., Australia, has assumed
the regional chief executive officer posi-
tion, responsible for Australia and New
Zealand. Ross L. McKenzie, operations
director of Alexander Stenhouse Ltd.,
Australia, was named managing director
and chief executive officer of Alexander
Stenhouse Ltd., Australia. Mr. McKenzie
and Timothy P.S. Gibson, managing di-
rector of Alexander Stenhouse Ltd., New
Zealand, became deputy chairmen
of the Austraha/New Zcaland region.

|

The current period of lower prices and
commissions is expected to continue
throughout 1988. Although our clients
arc benefiting from lower prices, there is a

long-term risk that insurance companies

will suffer financial hardships—some may
cven experience insolvencies.

The increase in the size and strength
of A&A’s global operations has enhanced
our ability to assist multinational clients
through the periods of price fluctuations
and varying levels of insurance capacity.

A&A is prepared to support its clients
through this treacherous environment in
both conventional and innovative ways.
Despite the insurance cycles, our commit-
ment to creative insurance alternatves
is not cyclical. When alternative funding is
more appropriate for our clients, it will
be encouraged.

A&A ended 1987 with the knowledge
that its strategic objectives are being
achieved as anticipated. We arc commit-
ted as a company to quality service for
our clients, and we have an outstanding
group of professionals who can deliver
A&A scrvice. We are confident that with
the dedication of our 17,000 employees
and the management team we have
in place, A&A will continue its progress
throughout 1988.

%lm Q Baj.raus%

John A, Bogardus, Jr.

Chairman
Tinsley H. Irvin

President & Chief
Execrtive Officer



TuHe A&A BuliLDpDING BLOCKS

Retail Broking

Retail insurance broking is the basic build-
ing block of Alexander & Alexander
Services Inc. As the leading international
retail broker, we arrange insurance cover-
age for a diverse array of clients. These cli-
ents are primarily commercial businesses
of all sizes, but A&A also represents indi-
viduals and governmental entities.

In the United States, retail broking is
conducted by Alexander & Alexander
Inc., which has nearly 100 offices cover-
ing every part of the country.

Non-U.S. broking operations are con-
ducted by Alexander & Alexander In-
ternational Inc. through its Alexander

Stenhouse Limired and, in Canada, Reed
Stenhouse Limited subsidiarics.

A&A Inc. and A&A Inrernational Inc.
work together to serve clients through-
out the world.

Wholesale Broking

Wholesale broking operations include
Alexander Howden Limited, which op-
erates at the center of the wholesale
business in London.

In the Unired States and Canada, Alex-
ander Howden North Amenca, Inc. is
our link between rerail brokers and under-
writers for specialty lines and for risks that
are often difficult to place.



Reinsurance Broking
The building block of reinsurance broking
has become an increasingly prominent
component of our worldwide operagons
as A&A reinsures risks on behalf of insur-
ance and reinsurance companies.
Alexander Howden Reinsurance Bro-
kers Limited in London has for decades
been a worldwide leader in manne, non-
marine, aviaion and London excess
loss. In the Unired States, Thomas A.
Greence & Company, Inc. is one of
the most successful and rapidly growing
companics in the field.

Risk Management

Sophisticated risk analysis and risk man-
agement services arc pnimarily offered
through the Risk Management Services
Group. Anistics, one of the component
business units, is a pioneer in the devel-
opment of computer software, loss fore-
casting, financial models and consulang

SEIVICes.

Human Resource

Management Consulting

Human resource management consuldng
15 also an essential element in our giobal
development. Through the Alexander
Consulting Group Inc., we are innovators
in health care strategies and other areas of

human resource management.

Niche Financial Services

Specialized finandial services give A&A

a compettve edge in developing business
and in servicing clients.

TIFCO Inc., the U.5.-based prermium
financing facility, offers funding alterna-
tives to nsurance buyers. Strategis, A&A’s
asset valuation and management anm,
helps businesses manage and protect the

financial value of their assets.

T i T
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SELECTED FINANCIAL DATA

Alexander & Alexander Sovvices Inc.
(ins wnillions, except per shave amounss) 1987 1986 1985 1984 1983
Summary of Operations:
Operating revenues $1,118.7 S1,068.2 § 913.6 $ 788.0 S 778.6
Operating income 60.6 109.8 80.3 42.3 60.2
Income from continuing operations 74.9 66.0 4.7 28.3 23.4
Loss from discontinued operations (10.0) (24.0) (52.0) (77.1) (22.1)
Extraordinary items 3.5 0.6 — 1.6 6.9
Ner income (loss) $ 684 § 432 § (7.3) § 472) $ 8.2
Per share of common stock
Income from continuing operations $ 177 § 162 § 117 § 78 8 .66
Loss from discontinued operations (.24) (.58) (I1.36) (2.12) (.63)
Extraordinary items .09 01 — 04 .20
Net income (loss) $ 162 § 105 § (19 § (1.30) $ 23
Cash dividends $ 100 § 100 § 100 § 100 § 1.00
Weighted average number of shares 42.3 41.2 38.2 36.3 35.3
Financial Position:
Current assets $1,917.3 $1,855.3 S51,635.6 $1,308.8 §1,239.1
Working capital 62.9 52.8 52.6 37.1 26.2
Total assets 12,609.7 24286 21274 18327 1,849
Long-term debt 150.2 97.9 125.7 176.5 184.7
Stockholders’ equity 389.4 3244 284.0 263.6 335.3




MANAGEMENT'S DISCUSSION AND
ANALYSIS OF FINANCIAL CONDITION
AND REsuULTS OF OPERATIONS

Genernl

Operating results of the insurance brokerage industry
generally reflect the cyclical pattern of premium

rates charged by the property and casualty insurance
companies. From the late 1970’ through 1984,

the Company experienced modest growth in operat-
ing revenues duc to the severc price competition
among the insurance carriers. Due to the significant
underwriting losses generated during this ““soft
insurance cycle,” the insurance industry’s pricing
structure shifted upwards as evidenced by the
Company’s double-digit revenue growth in 1985 and
1986. Beginning in late 1986, and continuing
throughout 1987, improved underwriting resules and
increased competition for market share among; the in-
surance companies once again caused premium rates
to decline. In addition, the pricing of many insurance
products varied significantly depending upon such
factors as worldwide market capacity and type of cov-
erage. The Company’s prospects for future revenue
growth are largely dependent upon insurance pre-
mium rates, new business producdon coupled with
retention of existing business and enhaneed product
development to cope with new and more complex
insurance needs.

Despite declining premium rates, the Company’s
consolidated operating revenes reached a record
$1.1 billion in 1987, Net income increased $25.2 mil-
lion to $68.4 million in 1987 with net income per
sharc at $1.62, up morce than 54%. Income from
continuing operations in 1987 increased 12.5% to
$74.9 million as gains from sales of non-strategic
businesses and other assets, coupled with lower in-
come taxcs, more than offset a decline in operating
income.

With the 1987 sales of Sphere Drake Insurance
Group (““Sphere Drake’”) and Shand, Morahan &
Company, Inc. (*“‘Shand”’}, including its 52%

owned insurance company, the Company has now
completed the divestitures of its significant insur-
ance underwriting and related operations. While the
terms of the sale agreements prowide for certain in-
demnifications including adequacy of loss reserves
and collectibility of reinsurance as of December 31,
1986, the Company’s overall exposure to underwrit-
ing activities has been mitigated.

Results of Operations

Operating Revenyies

Consolidated operating revenues increased 4.7% in
1987 after a 16.9% increase in 1986. Insurance ser-
vices, which include retail, wholesale and rcinsurance
commuissions and fees, comprise over 87% of the
Company’s operating revenues. In 1987, new busi-
ness production, coupled with acquisitions and the
effect from rising foreign currency translation rates
more than offset the impacr of declining premium
aates, lost business and reduced operating revenues
due to sold operations. Successful new business pro-
duction in 1986, combined with rising insurance pre-
mium rates and acquisitions, resulted in the 1986
increase over 1985.

Human resource management consulting includes
the operations of the Alexander Consulting Group as
well as association marketing business. Revenues
from this segment grew by 14.9% to $121.0 in 1987
compared to a 19.4% increase in 1986. Significant
legislative, regulatory and accounting changes, both
in the United States and internationally, resulted in
the expansion of the demand for the Company’s ser-
vices in the arcas of cmployee benefir programs and
other areas of human resource management, To bet-
ter service an expanding multinational client base,
the Company’s employee benefit and management
consultant operations were organized into a global
coordinated operating unit during the latter part of
1986.

Operting Expenscs

Total operating expenses increased 10.4% in 1987
compared to a 15.0% increase in 1986. Both years re-



flect the increased costs associated with sales efforts
and servicing an expanding clicnt base. Additionally,
significant increases in foreign cxehange rates
throughout 1987 and the effect of acquisitions nega-
tively impacted prior year comparisons.

Salaries and related benetits were up 10.2% in 1987
compared to an 18.2% increasc in 1986. Increased
staff levels due to additional volume of business, as
well as acquisiions, caused the 1986 increase; the an-
nualized effect also impacted 1987 expenscs. Other
operating expenses in 1986, including premiscs costs,
depreciation and travel costs, increased correspond-
ingly. Beginning in carly 1987, as the softening insur-
ance market became more evident, the Company
initiated salary and ¢xpense controls and streamlined
its management structure in an eftort designed to sig-
nificantly reduce the rate of expense growth. Asa
result, expense growth was reduced by approximately
one-third in 1987 with continued cost containment
measures remaining in effect during 19338,

The Company’s insurance and self-insurance costs
have increased throughout the last three years, These
increased costs, as well as reduced availability of se-
lected insurance coverages and higher deductibles,
reflected the trend in the hability insurance industry
generally and were not unique to the Company.
While increasing levels of coverage are becoming
available, the Company continucs to emphasize and
enhance its quality control programs with particular
emphasis on prevention of errors and omissions
claims.

In 1985, the Company adopred Statement of Fi-
nancial Accounting Standards No. 87, “‘Employers’
Accounting for Pensions™ for its U.S. pension
plans. It is anricipated that the Company will adopt
Statement 87 for its international pension plans be-
ginning in 1988, Based upon current exchange rates,
the effect on pension cxpense in 1988 compared to
1987 should be a reduction of approximately $13.3
million.

Fauity Earmings

Equity camings in unconsolidated operations de-
clined by $5.0 million to $17.8 million in 1987 after
increasing by $10.0 million in 1986. The increase
in 1986 was primarily the result of increased business
combined with lower financing costs in TIFCO Inc.,
the Company’s premium financing subsidiary. In
1987, a decrease in lending spreads due to competi-
tive pressures and reduced premium rates resulred
in a $3.6 million decline in pre-tax opcrating eamings
for this operation. 1n addition, effcctive September
30, 1987, the Company sold Evanston Services Inc.
(52% owned) as part of the divestiture of Shand. The
Company’s equity earnings in Evanston was $1.4
million lower in 1987 compared to 1986.

In October 1987, the Financial Accounting
Standards Board issued Statement of Financial Ac-
counting Standards No. 94, ““‘Consolidation of All
Majority-Owned Subsidiaries.” As a result, the
Company’s unconsolidated majority-owned subsid-
1aries as described in Note 5 will be consolidated in
1988 with restatements of prior years’ financial state-
ments required.

Other Income and Expense

Investment income decreased by 3.1% in 1987
compared o an increase of 23.9% tor 1986. The
1987 decrease is due primarily to lower average inter-
est rates whereas the 1986 increase reflected an in-
crease in investment levels dne to the rising premium
rates and new business production.

Interest expense declined $3.3 million in both
1987 and 1986. Incerest rates and short-term bor-
rowings on average declined in both years and
the average ourstanding commercial paper debt dur-
ing 1987 declined 35% from 1986°s average.

In 1987, the Company completed several asset
dispositions which resulted in significant gains. In-
cluded in other income is 2 $15.3 million gain
relating to real estate transactions in the United King-
dom and France and $7.5 million for the sale of a
Canadian insurance broking subsidiary. In addition,
the Company sold Shand at approximate book
value. Sce Note 4 for a description of the terms of
sale and other information,



In November 1986, the Company scttled its law-
suit against certain former auditors of Alexander
Howden Group, plc. As a result, legal and account-
ing costs associated with this suit and related
matters declined by $7.3 million in 1987 compared to
an increase in such costs of $3.6 million in 1986.

Other income (cxpenses) for 1985 includes a pre-
tax gain of $11.9 million realized on the sale of
the Company’s Lloyd’s managing agency businesses
offset by $20.5 million of merger related expenses
relating to the acquisidon of Reed Stenhouse Com-
panies Limited.

Income Taces

The Company’s effective tax rates from continuing
operations were 45.3% in 1987, 54.6% in 1986
and 53.9% in 1985 compared to the U.S. statutory
rate of 40% in 1987 and 46% in 1986 and 1985.

State and local income taxes, non-deductible ¢x-
penses, including goodwill amortization and certain
cxpenses disallowed by statute, and losses of various
subsidiaries for which no tax benefit can currently
be recognized account for the higher chan statutory
rates. In 1987, the effect of these items was partially
offser by the benefit from capital gains rates on
the disposition of assets previously discussed. The Tax
Reform Act of 1986 had the effect of lowering the
Company’s tax provision in 1987 du¢ to the reduced
statutory rate.

In December 1987, the Financial Accounting
Standards Board issued Statement of Financial Ac-
counting Standards No. 96, ““Accounting for In-
come Taxes.”” Statement 96 is eftective for fiscal years
beginning after December 15, 1988 (calendar year
1989) with carlier application permitted. The most
significant clement of the new Statement is the shift
to the Liability method from the deferred method of
accounting for income taxes whereby deferred taxes
are adjusted currently for tax rate changes. The adop-
tion of the Statement is not currently expected to
have any adverse impact on the Company’s financial
position.

As a result of the sertlement with certain former
audirors of Alexander Howden Group, ple referred to
previously, the Company increased its rax deduction
in 1986 above that tzken in 1982 in connection with

the loss sustained in the acquisidon. Consistent
with the original deduction, no recognition of the
related tax benefit has been taken in the Consoli-
dared Statements of Income untl realization is rea-
sonably assured. As discussed in Note 6, it is
anticipated that the Intemnal Revenue Service will
disallow the 1982 tax deduction and the Company is
in the process of preparing an appeal. The Company
believes the rescludon of this issue will not have an
adverse effect on the Company’s financial position.

Discontinned Operations

During 1987, the Company completed the sale of
Sphere Drake for cash and two zero-coupon notes,
whose ulumate collectibility is subject to offset based
upon the adequacy of loss reserves and reinsurance
recoverable balances as of December 31, 1986. The
Company will defer recognizing the related interest
income on these notes in the Consolidated Statement
of Income until realization is assured. In addidon,
the Company is continuing with the settlement of
claims of the remaining Atlanta and Bermuda-based
insurance companies which are in run-off.

The addiional provision made in 1987 of $10.0
million refates primarily to the sale of Sphere Drake.
The Company belicves the provision made to date
and the reserve for estimated loss are sufficient to ad-
cquatcly provide for the estimated losses through
the penod of man-off or indemnification; however,
due to variables inherent in the estimation process,
there is no assurance that adverse deviation may not
occur.

Extrordinary Items

The extraordinary credits of $3.5 million and $0.6
million for 1987 and 1986, respectively, represent
the realization of tax benefits resulting from the urili-
zauon of Reed Stenhouse Companies Limited net
operating loss carryforwards relating to its U.S. opera-
tions. A significant portion of the remaining $10.8
million of carryforwards will become recognizable in
1988 provided sufficient carnings are available in
those subsidiarics where the losses arose.



Liguidity and Capital Resources

The Company’s cash flow from operations, as-
set dispositions and, in 1985, the proceeds from an
¢quity issuance, have been the primary source of
funds for the last three years. The positive cash flow
has been used to finance its operating and capital ex-
penditures as well as to pay dividends and fund the
discontinued operations. The Company continues to
utilize its commercial paper program to supplement
working capital requiremcnts.

The net increase in cash and investments for the
last three years represents primarily fiduciary assets
which, except in certain forcign operations where
legally permissible, are not available for working capi-
tal needs.

In 1987, the Company’s cash flow was supple-
mented by the proceeds from the dispositions of sub-
sidiaries and other assets, as well as the utilization
of net operating loss carryforwards for tax purposes
which resulted in minimal rax payments in the
United States. In 1986, an additional tax deductdon
was taken in the United States relating to a loss
sustained in the acquisition of Alexander Howden
Group, plc. While this deduction will not be recog-
nized for income statement purposes until realiza-
tion is assured, it did result in a significant reduction
in current income taxes payable in 1986.

Dunng the fourth quarter of 1987, the Company
purchased one million shares of its common stock in
the open market. 1n February 1988, the board of
directors authonzed the purchase of up to an addi-
tional two million shares, depending upon market
price and conditions. The purchase of such shares
will be financed primarily from internally generated
funds.

In 1987, the Company remitted approximately
$39.9 million to its Atlanta and Bermuda discontin-
ued insurance operations representing $32.1 million
of tax benefits from prior years’ losses and $7.8 mil-
lion of additional capital to fund the min-off of claim
liabilies. During 1986, the Company contributed
$22.0 million to Sphere Drake Insurance Company,
plc. and $20.0 million to the Atlanta insurance
companics in run-off.

In the fourth quarter of 1987 the Company madc
open market purchases of $6.8 million of its 11%
convertible subordinated debentures. The Company

is continuing to review its options with respect to
redeenung the remaining debentures in 1988. If re-
deemed in 1988, it is anticipated that a major portion
of the debentures would be replaced with lower cost
borrowings and the Company would recognize an af-
ter-tax extraordinary loss of approximately $3.0
million.

The Company maintains a $50.0 million bank
credit agreement which expires in June, 1989. In the
event short-term borrowings cannot be made advan-
tageously, the Company intends, if necessary, to use
this facility to refinance its short-term borrowings on
along term basis and, accordingly, $50.0 million has
been reclassified to long-term debt at Decemnber 31,
1987. Supplementing the bank credit agreement, rhe
Company has committed unsecured lines of credit of
$91.3 million as support for futurc working capital
requirciments.

In December 1987, a 50% owned French subsidiary
cntered into a lease agreerent for new oftice facilities
which is accounted for as a capital lease. The present
value of the net minimum lease payments reflected in
the 1987 Consolidated Balance Sheet is $25.4 mil-
lion. In addition, the December 1987 acquisition of
the Netherlands subsidiary described in Note 3 was
financed by bank borrowings.

As previously discussed, the Company will be re-
quired to consolidate all majority-owned subsidiaries
by year-cnd 1988. As a result, TIFCO Inc. will be in-
cluded in the Company’s 1988 consolidated financial
statements. Reference is made to Note 5 for
information concerning this operation’s financing
programs.

The Company’s dividend policy has been to pay
dividends out of current sustainable earnings. While
under Maryland law, dividends may be paid from
unrestricted paid-in capital, the Company’s board of
directors has no present intent of doing so.

The Company anticipates that cash flow from oper-
ations, supplemented by use of short-term borrow-
ings, will be sufficient to meet 1988’s working capital
needs.



REPORT OF MANAGEMENT

Management of the Company is responsible for all the information and repre-
sentations contained in the consolidated financial statements and other sections of the
annual report. Management belicves that the consolidated financial statements and
related information have been prepared in accordance with generally accepted account-
ing principles consistently applied and appropriate in the circumstances. These finan-
cial statements necessarily include amounts that are based on management’s judgment
and best estimatcs.

The Company maintains a system of internal accounting controls that provides
reasonable assurance that assces are safeguarded against loss from unauthorized use or
disposition and that accounting records provide a reliable basis for the preparation
of financial statements. The internal accounting control system is augmented by an
internal auditing program, other written policies and guidelines, including the
Company’s policy on General Business Ethics, and careful selection and training of
quabfied personnel.

Deloitte Haskins+Sells has been engaged, with the approval of the Company’s
stockholders, as the independent auditors to examine the financial statements of the
Company and to express an opinion thereon. Their opinion is based on procedures
believed by them to be sufficient to provide reasonable assurance that the financial
statements present fairly the Company’s financial position, changes in financial posi-
tion and results of operatons. Their report is sct forth on page 15.

The Audit Commuttee of the board of directors is composed of four directors,
none of whom is an employee of the Company or any of its subsidiarics, and assists the
board in exercising its fiduciary responsibilites for oversight of audit and related mat-
ters, including corporate accountng, reporting and control practices. It is responsible
for recommending to the board the independent auditors to be employed for the
coming year, subject to stockholder approval. The Audit Committee meets periodically
with management, internal auditors and the independent auditors to review internal
accounting control and auditing and financial reporting macters. The independent
auditors and the internal auditors have free access to the Audit Committee.

Tinsley H. Irvin

President and
Chigf Executive Officer

Rl E k2l

Paul E. Rohner
Sewitor Viee President
and Chief Financial Off tcer

M0 0o

Mark E. Oleksik
Vice President, Controller
and Chief Accounting Officer



AUDITORS OPINION

To the Shareholders of Alexander & Alexander Services Inc.:

We have examined the consolidated balance sheets of Alexander & Alexander Services
Inc. and its consolidated subsidiaries as of December 31, 1987 and 1986, and the
related consolidated statements of income, of changes in financial position, and of
stockholders’ equity for each of the three years in the period ended December 31,
1987 Qur examinations were made in accordance with generally accepred audiring
standards and, accordingly, included such tests of the accounting records and such
other auditing procedures as we considered necessary in the cireumstances.

In our opinion, such consolidated financial statements present fairly the financial
position of the companies at December 31, 1987 and 1986, and the results of their
operatons, and the changes in their financial position for cach of the three years in the
period ended December 31, 1987, in conformity with generally accepted accounting
principles applied on a consistent basis.

Relctte Nacleicat detle
DELOITTE HASKINS+SELLS

Baltimove, Maryland
March 8, 1988



CONSOLIDATED STATEMENTS OF INCOME

Alexander & Alexander Services Inc.

For the three yers endded December 31, (in millions, cxcept pev shure samounts) 1987 1986 1985
Operating revenues:
Insurance services $ 974.5 $ 9433 $805.8
Human resource management consulting 121.0 105.3 88.2
Other 23.2 19.6 19.6
1,118.7 1,068.2 913.6
Operating expenses:
Salaries and benefits 671.7 609.5 515.6
Other 386.4 348.9 317.7
1,058.1 958.4 833.3
Operating income 60.6 109.8 80.3
Equity in unconsolidated operations (note 5) 17.8 22.8 12.8
Other income (expenses):
Investment income 65.2 67.3 54.3
Interest expense (14.2) (17.5) {20.8)
Amortization of intangible assets (12.3) (11.8) (12.09
Other (notes 3 and 4) 19.8 (23.9) {17.7)
58.5 14.1 3.8
Income from continuing operations before income
taxes: 136.9 146.7 96.9
Income taxes (note 6) 62.0 80.1 52.2
Income from continuing operations 74.9 606.0 44.7
Loss from discontinued operations (note 2) (10.0) (24.0 (52.0)
Income (loss) before extraordinary items 64.9 42.6 (7.3)
Extraordinary items (note 6) 3.5 0.6 —
Net income (loss) $ 684 $§ 432 $ (7.3)
Per share of common stock (note 1):
Income from continuing operations $ 177 s 162 $1.17
Loss from discontinued operations (.24) (.58) (1.36)
Income (loss) before extraordinary items 1.53 1.04 (.19)
Extraordinary items 09 .01 —
Net income (loss) $ 1.62 $ 1.05 $ (.19)
Cash dividends $ 1.00 $ 1.00 $ 1.00
Weighted average number of shares 42.3 41.2 38.2

Ser noes to financial sttements.



CONSOLIDATED BALANCE SHEETS

Alexander & Alexander Services Inc.

Asof Decermber 31, (i millions) 1987 1986
ASSETS
Current assets:
Cash and invesuments (principally interest-bearing bank deposits) $ 624.7 $ 573.0
Accounts receivable (net of allowance for doubtful accounts of
$26.3in 1987 and $24.4 in 1986):
Customer accounts 1,211.3 1,192.8
Other 81.3 895
Total current assets 1,917.3 1,855.3
Proger? and equipment—at cost:
Land and buildings {note 8) 35.8 18.7
Furniture and equipment 274.7 213.0
Leasehold improvements 95.3 74.1
405.8 305.8
Less accumulated depreciation and amortization 160.4 135.9
Property and equipment—net 245.4 169.9
Other assets:
Equity in unconsolidated operations (note 5) 90.7 100.3
Assets held for disposal (note 2) - 31.2
Long-term notes and other receivables (notes 2 and 4) 72.1 —
Intangible assets (net of accumulated amortization of $70.7 in 1987
and §53.2 in 1986) 246.4 214.5
Other 37.8 57.4
$2,609.7 $2.428.6
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Accouncs payable $1,634.6 $1,572.4
Short-term debt (note 7) 15.6 5.1
Accrued compensation 61.5 72.8
Other payables and accrued expenses 142.7 152.2
Total current liabilirics 1,854.4 1,802.5
Long-term liabilities:
Long-term debt (note 8) 150.2 97.9
Deferred income taxes (note 6) 102.3 132.2
Other (notes 2, 11 and 14) 113.4 71.6
Total long-term liabilitics 365.9 301.7
Commitments and Contingent Liabilities (notes 2, 4, 12 and 13)
Stockholders’ equity (notes 8, 9 and 10):
Preferred stock, authorized 9.5 shares S1 par value; issued and
outstanding, none —_ _
Series A Junior Participating Preferred Stock, authorized 0.5 shares $1 par
value; 1ssued and outstanding, none - —
Common stock, authorized 60.0 shares $1 par value; issued 38.7 and
35.4 shares, respectively 38.7 354
Class A common stock, authorized 13.0 shares $.00001 par value; issued
and outstanding 3.4 and 5.0 shares, respectively - —
Class C common stock, authorized 5.5 shares $1 par valuc; issued and
outstandinsO.S and 1.5 shares, respectively 0.8 1.5
Paid-in capit: 334.7 327.7
Retained earnin, 40.8 14.7
Accumulated translation adjustments (8.1) (54.9)
406.9 3244
Less treasury stock, at cost, 0.9 shares in 1987, none in 1986 (17.5) —
Total stockholders’ equity 389.4 324.4
$2,609.7 $2,428.6

Ser notes 1o financial statoments,




CONSOLIDATED STATEMENTS OF CHANGES
IN FiNANCIAL POSITION

Alexnder & Alexander Scrvices Inc.

For the three years endded December 31, (in willions) 1987 1986 1985

Funds from operations:

Income from continuing operations $ 749 5 66.6 $ M7
Depreciation and amortization 50.5 43.2 38.7
Undistributed income of unconsolidated operations (9.6) (11.9) 4.4
Deferred inncome taxes 16.7 4.1 14.1
Gains on disposition of subsidiaries and other assets (29.5) — {11.9)
Other, principally provisions for non-current liabilities 23.5 21.3 4.6

Funds provided from continuing operations 126.5 123.3 85.8

Discontinued operations, net 31.2 (50.8) (24.8)

Extraordinary items 3.5 0.6 —

Changes in certain working capital items:

Increase iy accounts receivable (19.9) (120.0) (182.1)
Increase in accounts payable 62,2 209.0 2059
Increase (decrease) in other current liabilities (26.2) 33.5 104.3
Effect of exchange rate changes on working capital 15.1 11.3 (1.5)

Funds provided from operations 192.4 206.9 187.6

Financing transactions:

Dividends paid (42.3) 41.0) (36.8)

Increase (decrease) in short-term debr 10.5 (6.7) (1.1)

Additions to long-term debt 38.3 5.8 4l1.6

Obligation under capital lease 25.4 — —

Payments of long-term debt (12.2) (33.9) (94.9)

Shares issued in private placement - — 45.2

Purchase of treasury stock (18.8) — —

Other stock transactions 10.9 21.0 15.4

Increase (decrease) in other long-term Labilities 8.7 19.4 (2.6)

Funds provided (used) in financing transactions 20.5 (35.4) {33.2)

Investment transactions:

Additions to property—net 75.0 51.9 33.8

Additions to property under capital lease 254 — —

Investment in unconsolidated operations 21.7) 4.3 13.2

Proceeds from disposition of subsidiaries and other assets (109.2) — (23.8)

Book value of assets sold 79.7 — 11.9

Increase in long-term notes and other receivables 72.1 — —

Additions to intangible asscts, net 24.5 18.2 9.1)

Other 15.4 6.9 {16.3)

Funds used for investments 161.2 81.3 9.7

Increase in cash and investments $ 51.7 $ 90.2 $144.7

See notes to financial statements.



CONSOLIDATED STATEMENTS OF
STOCKHOLDERS EQUITY

Alexandey & Alexandey Services Ing.
For the thee years ended December 31, (in millions) 1987 1986 1985
Common Stock:
Balance, beginning of year $ 35.4 $ 325 $ 274
Contributed to an employee benefit plan, 0.2 shares in 1987,

1986 and 1985 (note 11) 0.2 0.2 0.2
Issued for acquisitions of businesscs, 0.7, 1.6 and 0.7 shares in

1987, 1986 and 1985, respectively (note 3) 0.7 1.6 0.7

Conversions of Class A and Class C shares into common stock,
2.3,0.9and 4.1 shares in 1987, 1986 and 1985, respectively

{nore 9) 2.3 0.9 4.1
Other 0.1 0.2 0.1
Balance, end of year $ 38.7 $ 354 $ 32.5
Class A Common Stock:

Balance, beginning of year $ 0.0 $ 00 $ 00

Private placement, 1.8 shares (note 9) - — —
Issued for acquisitions of businesses, 0.1 shares in 1985 - — —
Conversions into common stock, 1.6, 0.6 and 1.7 shares in

1987, 1986 and 1985, respectively - — —

Balance, end of year $ 0.0 $ 0.0 $ 0.0
Class C Common Stock:
Balance, beginning of year $ 1.5 $ 18 § 4.2
Conversions into common stock, 0.7, 0.3 and 2.4 sharges in

1987, 1986 and 1985, respectively 0.7) (0.3) (2.4)
Balance, end of year $ 0.8 $ 15 $ 1.8
Paid-In Capital:
Balance, beginning of year $327.7 $308.8 $250.8
Contnbuted to an employee benefit plan 4.8 6.0 4.7
Issued for acquisitions of businesses 0.6 9.1 6.0
Conversions into common stock (1.6) {0.6) (1.7)
Private placement — — 45.2
Other 3.2 4.4 3.8
Balance, end of year $334.7 §327.7 $308.8
Retained Earnings:
Balance, beginning of year $ 14.7 $13.0 $ 62.1
Net income (loss) 68.4 432 (7.3)
Adjustment to conform fiscal year of pooled company — — 4.9
Dividends:

Common stock (42.3) (41.0) (30.8)

Pooled company — — 6.0
Other - (0.5) (0.1}
Balance, end of year $ 40.8 $ 14.7 $ 13.0
Accumulated Translation Adjustments:
Balance, beginning of year $(549 S$(72.1) $(80.9)
Foreign currency translation adjustments 46.8 17.2 8.8
Balance, end of year $ (8.1) $(54.9 $(72.1)
Treasury Stock:
Balance, beginning of year $ - 3 - $ -
Purchase of 1.0 shares (18.8) — —
Issued to an employee benefit plan, 0.1 shares 1.3 — —
Balance, end of year $(17.5) § — $ -

Sez notes 1o financinl statementy,



NOTES TO FINANCIAL STATEMENTS

in wmillioni
wxxept XY share amounis

1. SiGNIFICANT ACCOUNTING POLICIES
Consolidation

The accompanying consolidated financial statements
include the accounts of Alexander & Alexander Ser-
vices Inc. and its majority-owned domestic and inter-
national subsidiaries. All significant intercompany
transacrions and balances berween consolidated sub-
sidiaries have been eliminated.

The Company’s unconsolidated subsidiaries and
affiliates are accounted for on the equity method (see
Note 5). Reference is made to Note 2 for discussion
of the Company’s discontinued opcrations.

Foreygn Currency Tinnslation

Asscts and liabilides of the Company’s interna-
tonal operatons are translated at current exchange
rates. Operating results are translated at average
rates of exchange prevailing during the year. Unreal-
ized gains or losses resulting from translation, in-
cluding transactions which hedge a foreign currency
investment or long-term intercompany investment,
are included as a separate component of stockholders’
cquity.

Forward exchange contracts are purchased by the
Company to hedge the impact of currency fluctua-
tions affecting operations of certain foreign subsid-
iaries. Gains and losscs on these hedging contracts
generally are recognized in the period the hedged
transactions are realized. Net foreign currency trans-
action gains (losses), amounting to $1.2 million,
$(1.0) million and $(3.0) million for the years ended
December 31, 1987, 1986 and 1985, respectively,
are included in the determination of income from
continuing operations.

Property and Depreciation

The cost of property and equipment is depreciated
generally on the straight-line method over the esti-
mated useful lives of the related assets which range up
to 40 years for buildings and ten years for equip-
ment. Leaschold improvements are capitalized and
amoruzed over the shorter of the life of the asset
or the lease term. Maintenance and repair costs are
charged to operations when incurred.

Intangible Assets

Intangible assets resulting from acquisitions, prind-
pally expiration lists and goodwill, are amortized on
the straight-line method over periods not exceeding
17 and 40 years, respectively. The costs of non-com-
pete agreements are amortized on the straight-line
method over the terms of the agreements.

Income Tixes

Deferred income taxes are provided on revenue
and expense items recognized for financial accounting

purposes in different periods than for income tax
purposes. Income taxes are generally not provided on
undistributed earnings of foreign subsidiaries because
they are considered to be permanently invested. In-
vestment tax credits, prior to January 1, 1986, were
included as a reduction of federal income tax expense
in the year the asset was placed into service. The Tax
Reform Act of 1986 repealed the investment tax
credit for property placed into service after December
31, 1985.

Fiduciary Funds

Premiums which are due from insureds are re-
ported as assets of the Company and as comrespond-
ing liabilities, net of commissions, to the insurance
carriers. Premiums received from insureds but not yet
remitted to the carriers are held as cash or invest-
ments in a fiduciary capacity where required by
regulation.

Revenue Recoition

Commissions are recognized gencrally on the effec-
tive date of the policics or the billing date, whichever
is later. Any subscquent preinium adjustments, in-
cluding policy cancellarions, are recogmzed upon no-
tification from the insurance carriers. Contingent
commuissions, commussions on policies billed and col-
lected directly by insurance carriers and profit-sharing,
commissions from Lloyd’s syndicates are recognized
when received. Fees for services rendered are gencrally
recognized when camed.

Presentation

Unless otherwise indicated, all amounts are stated
in millions of U.S. dollars. Certain prior period
amounts have been reelassified to conform with the
1987 presentation.

Per Share Datn

Earnings per share are based on the weighted aver-
age number of common shares and their economic
equivalents (sce Note 9) outstanding during each pe-
riod, adjusted for shares issued in poolings and, if
dilutive, shares issuable under stock option plans or
debenture conversion rights. Dividends per share
are based on the Company’s common and economic
equivalent shares outstanding at each record date.

2, DisCONTINUED OPERATIONS

In March, 1985, the Company announced its inten-
tion to discontnue the insurance underwriting
subsidiaries acquired in 1982 as part of the Alexander
Howden Group ple (**Alexander Howden™)



acquisiion. Accordingly, the estimated loss on dis-
posal, which includes estimated operating results
through disposal or run-off and estimated realizable
values, is presented separately from continuing op-
erations in the Consolidated Statements of Income.

The Company has completed the divestitures of
the enatics held for sale. Effective January 1, 1987,
the Company sold Sphere Drake Insurance Group
(““Sphere Drake”) for approximately $55.5 million,
including the settlement of an intercompany balance
0f §24.3 million. To provide security to the buyer in
connection with certain indemnities, on December
30, 1987, the Company purchased a §24.5 million
zero coupon senior note bearing interest at 10% and
2 $24.0 million zcro coupon subordinated note bear-
ing interest at 12%, both duc in 1995. Payment by
the buyer of the notes is subject, effectively, to offset
based upon the adequacy of the loss reserves and re-
insurance recoverables recorded on the books of
Sphere Drake at December 31, 1986. Thesc notes
are included in the Company’s Consolidated Balance
Sheets at a discounted value of $36.4 million ar
December 31, 1987,

The sale agreement provides indemnities from the
Company for various potential liabilitics of Sphere
Drake. Certain indemuities, which relate to opera-
tions of Sphere Drake prior to the sale, are not lim-
ited in time and amount, Other indemnities, which
relate to Sphere Drake’s loss reserves and reinsurance
recoverables attributable to 1986 and prior under-
writing years, arc limited in tme {cxpiring, June 30,
1995) and amount, up to the value of the notes and
related interest thereon. The Company may be obli-
gated, under certain circumstances, to provide a
credit facility to the buyer with respect to these latter
indemnities. The Company will defer recognizing
the related interest income on these notes in the
Consolidated Statements of Income until realization
is assured.

The remaining Bermuda and Atlanta discontinued
insurance companics continue in a run-oft mode of
operation. The Company is proceeding with its plans
to liquidate or othenwisc dispose of these operations.

Loss on Disposal

The components of the esnmated loss on disposal
and related income tax provisions (benefits) arc as
follows:

B the ywars ended Decomber 31, 1987 1986 1985
United States § (6.6) $(234) § (95.4)
Int¢maronal (12.3) (14.0) (10.2)
(18.9) (37.4) (105.6)
Less: Income Tax Provisions
(Benefits)
Federal
Current 2.8) (8.9) (36.3)
Deferred 1.7 1.4 (10.1)
Forcign
Current {5.6) (2.3) (5.2)
Delerred {2.2) {0.8) (2.0
$(10.0) 5(24.0) § (52.0)

The 1987 additional provision relates primarily
to the recorded loss on the disposal of Sphere Drake.
The additional provisions in 1986 and 1985 relate
primarily to the Atlanta and Bermuda companics and
resulted from the need to strengthen insurance
underwriting reserves by approximately $21.0 million
and 543.0 million, respectively, and to increase
the allowance for doubtful reinsurance recoverables
by approximately §10.0 million and $60.0 million,
respectively.

Net Assets (Linbilities) of Discontinued Operntions

A summary of the ner assets (liabilities) of the
Company’s discontinued operations as of December
31, 1987 and 1986 is as follows:
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Assets
Cash and investments
Accounts receivable
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Income taxes receivable from parent
Other assets 259
§130.7 99.8
Liabilifies

Claim liabilitics $102.8 S$368.4
Other liabihdcs 22.7 77.1
125.5 4455

Reserve for estimated loss on disposal
(see below) 15.3 23.1
140.8 468.6

Net assets (liabilitics) of discontnued

_opcrations $(10.1) S 31.2

During 1987, the Company remirted approxi-
mately $34.4 million to Atlanta International Insur-
ance Company representing principally tax benefits
from prior years’ losses. In addition, the Company
contributed $5.5 million of additional capital to a
Bermuda insurance company to fund the run-oft of
claim liabilitics. The net labilities of the Company’s
discontinued operations at December 31, 1987 are
included in other long-term liabilities in the Consoli-
dated Balance Sheets.

During 1986, the Company contributed $22.0
million of additional capital to Sphere Drake in order
to meet London market expectations with respect
to operating ratios necessary for the ongoing conduct
of its insurance operations. This capital infusion was
funded from borrowings which were paid off with
proceeds from the 1987 sale of Sphere Drake,

Also, during 1986, the Company contributed addi-
tional capital of $20.0 million to the Atlanta insur-
ance companies in order to meet statutory surplus
requircments.



An analysis of the Company’s reserve for estimated
loss on disposal of its discontinued operations is as
follows:

1987 1986 1985
Balance, beginning of year $23.1 $203 8255
Provision recorded for
estimated loss on disposal 10.0 24.0 52.0
Openating income (loss) of:
Companies held for sale — 3.0 6.7
Companics being run-of {4.4) (22.2y (48.9)
Gain {loss) on divestinures (7.8) 1.2 —
Other (.6) (32 (16
Balance, end of year $15.3 $231 §203

While the reserve is based upon management’s best
judgment, there is no assurance that further adverse
developments may not occur due to the variables in-
herent in the estimation process.

3. AcqQuisTTIONS

Poolings of Intevests

Eftective July 31, 1985, the Company acquired all
of the voting equity securities of Reed Stenhouse
Companies Limited (RSC) in exchange for approxi-
mately 9.6 million economic equivalent shares of
the Company’s common stock (reference is made to
Note 9 for a description of the economic equivalent
shares). To complete the combination and integrate
the operations of RSC, certain costs and expenses of
$20.5 million were incurred in 1985 and are included
in Other income (expenses) m the Consolidated
Statements of Income.

The total number of shares issued in transactions
accounted for as poolings of interests, excluding the
RSC acquisition, aggregated 0.6 million, 1.5 mil-
lion and 0.7 million during 1987, 1986 and 1985, re-
spectvely. Operating results of these businesscs for
periods prior to their acquisition were not significant;
as such, prior petiod information has not been
restated.

Purchases

On December 31, 1987, the Company acquired an
approximate 75% intcrest in a previously accounted-
for equity investment locared in the Netherlands for
approximately $15.3 million. The excess of the pur-
chase price over the proportionate share of the net as-
sets acquiired was approximately $9.7 million and
will be amortized over periods not exceeding 40 years.

Excluding this acquisition, the cost of businesses
acquired in transactions accounted for as purchases
aggregated $9.5 million (including 0.1 million shares
of common stock) and $4.5 million {including 0.1
million shares of common stock) during [987 and

1986, respectively. There were no purchases in 1985,
The excess of the total acquisition costs over the fair
valuc of the net assets acquired was $8.9 million and
$5.1 million, respectively, and is being amortized
over periods not exceeding 40 years.

Operating results of these businesses for periods
prior to their acquisition were not significant.

4, DISPOSITIONS

Subsidiaries

1n 1987, the Company sold its domestic under-
writing management subsidiary, Shand, Morahan &
Company, Inc. (““Shand’’} for approximate book
value of $§62.8 million. The proceeds included $11.0
million cash, net of an intercompany balance of
$19.5 million, and a deferred payment of $32.3 mil-
lion plus interest duc in 1992. Of the total deferred
payment, $29.3 million is subject to offset based
upon the adequacy of the loss reserves and reinsur-
ance recoverables recorded, as of December 31,
1986, on the books of Evanston Services Inc., a 52%
owned insurance underwriting subsidiary of Shand.

The Company will defer recognizing the related in-
terest income on the deferred payment in the Con-
solidated Statements of Income unnl realization is
assured. 1n addition, the Company has agreed to in-
demnity the purchasers of Shand against certain con-
tingencies, including the Mutual Fire, Marinc and
Inland Insurance Company contingency described in
Note 13. There are preliuminary indications that there
may have been some deterioradon in loss reserves and
remsurance recoverables subject to offset, the amount
of which depends upon the interpretations of the
sales contract. However, the Company belicves that
interest on the deferred portion of the purchase
price will be sufficient to meet any required indemni-
fications and offset.

In 1987, the Company also sold a Canadian insur-
ance broking subsidiary for approximately $11.0
million of which $6.5 million was received at closing.
The remainder of the purchase price is to be received
i installments through 1991 and 1s subject to certain
indemnifications. A pre-tax gain of $7.5 million has
been recopnized on the sale.

During 1985, the Company sold its Lloyd’s man-
aging agency businesses for cash of $23.8 million,
resulting in a pre-tax gain of $11.9 million. The sale
was mandated by United Kingdom law.



Operating revenues, equity eamings (loss) and
pre-tax carnings (loss) for these subsidiaries through
date of sale are as follows:

miums for clients of insurance agents and brokers,
including clients of the Company. Summary finan-
cial informaton is as follows:

For the years ended Desember 31, 1987 1986 19835  For the years ended Deconber 31, 1987 1986 1985
Operating revenues $31.9 S54.4 $69.0 Revenues $31.8 § 37.0 $27.0
Equiry camings (loss) 2.0 34 _(14) Exponscs 223 239 201
Income (loss) before tax (0.8 12.1 19.4 Income before income taxes 9.5 13.1 6.9
Income taxes 4.2 64 - 34

The pre-tax gains on rhesc divestitures are included ~ Netincome $§53 § 67 $35
in Other income {expenses) in the Consolidated As of Decomber 31, 1987 1986
Statements of Income. Asscts:

Other Assets Cash $ (5 S (7.5

During 1987, a wholly owned United Kingdom Receivables 214.2 2269
subsidiary and a 50% owned French subsidiary sold Property and other asscts 268 272
their respective office buildings for cash of approx- 5240.5 52466
imately $35.3 million. The pre-tax gains, indluded in - j oo 0o kholder's
Other income {expense), and the afrer-tax gains on equiry:
these transactions were approximately $15.3 million Accounts payable $17.5 §17.0

i : Notes payable and long-term
. tively. pay: &
and $11.7 million, respectively debr 7.8 1788
Other liabilites 8.3 15.8
Stockholder’s equity 41.9 35.0

5. UNCONSOLIDATED OPERATIONS $240.5 $246.6

The Company’s equity in the net operating results
and net assets of its unconsolidated subsidiaries and
affiliates is as follows:

For the wors ended Decernber 31, 1987 1986 1935
Equity in net operating results:
Premium finance {A) $95 $131 369
Other unconsolidated
subsidianes and
affiliates {B) 8.3 9.7 5.9
Incomc before taxes 17.8 22.8 12.8
Income taxes 7.5 7.8 2.9
Net income $10.3 $ 150 S$599
As gf Decomber 31, 1987 1986
Equity in net asscts:
Premium finance (A) $41.9 $§ 350
Other unconsolidared
subsidiaries and
affiliates (B) 488 653
$90.7 S$100.3

At December 31, 1987, the Company’s share of
the unremitted carings of unconsolidated opera-
tons was approximatcly $31.3 million.

(A) Preminm Finanee

TIECO Inc. (“TIFCQO”), a wholly owned subsid-
ary, is engaged in the financing of insurance pre-

During 1987, TIFCO renewed an agrecment with a
finandal insttuton to sell, with limited recourse,
$150.0 million of interests in designated pools of pre-
mium financing notes. Subsequent collections of
these notes are reinvested in the pool to maintain an
aggregate outstanding balance of approximately
$150.0 million, which remained uncollected at De-
cember 31, 1987 and 1986.

At December 31, 1987, TIFCO has committed un-
secured lines of credit totaling $145.0 million as sup-
port for its commercial paper program, plus a linc of
credit provided by the Company equal to 25% of
such outstanding debt. The amount of commercial
paper outstanding was approximately $125.5 million
and $133.0 million at December 31, 1987 and 1986,
respectively.

In August 1985, TIFCO entered into a sale-lease-
back transaction with Shand for the purchase of an
office building, The cost of the office building was
approximately $23.3 million, of which $20.9 million
was financed with non-recourse mortgage notes.
The primary lease teem is 25 years and, prior to the
salc of Shand as described in Note 4, was accounted
for as an operating lease. In connection with the
salc of Shand, the existing lease agreement was modi-
fied. The modified terms include a provision



whereby the new owners of Shand have an eprion to
purchase the building at the greater of the outstand-
ing mortgage balance or the book value of the build-
ing. After March 1, 1995, TIFCO also has the
option, under the same terms, to require the new
owner of Shand to purchase the building.

Undcr the terms of the amended agreement, the
lease is now accounted for as a direct financing lease.
The components of the nct investment in the lease
as of December 31, 1987 are as follows:

Furure minimum lease payments $80.5

Unguaranteed residual value 7.9

Less: Unearned incorme (66.0}
Net investment 5224

Minimum lease payments to be reccived under
the lease arc $2.2 million, $2.3 million, $2.4 million,
52.5 million and $2.6 million for the years 1988
through 1992, respecnvely.

(B) Other Unconsolidated Subsidiaries and Affiliates

The Company has mvestments in special purpose
insurance companices at December 31, 1987, includ-
ing a wholly owned Bermuda insurance company,
which primarily underwrites financing transactions,
and a wholly owned Vermont captive company.
Results of operations for the three years ended De-
cember 31, 1987 also include Evanston Services
Inc. {see Note 2) and Security Nanonal Insurance
Company (100% owned), both of which were
sold in 1987. Amounts for 1987 include results
through date of sale for these ennties.

In addition, the Company has equity investments
of 50% or less in insurance broking companics lo-
cated worldwide.

Summary financial information is as follows:

For tize yars ended Decernber 31, 1987 1986 1985
Revenues $157.8 $224.1 S110.5
Lxpenses 137.7 204.6 108.2
Income before income taxes 20.1 19.5 2.3
Incomc taxes 5.5 4.1 1.8
Net income $146 5154 § 5
Asof December 31, 1987 1986
Assers:

Cash and investments $173.2 54348

Receivables 76.1 149.4

Property and other assets 17.4 41.3

$266.7 $625.5

Liabilitics and stockholders®

cquity:

Claim liabilines $ 43.8 352994

Accounts payable 129.2 1538

Notes payablc 3.3 422

Other liabilices 10.1 20.6

Stockholders® cquity 80.3 1095

$266.7 5$625.5

Under the recently issued Statement of Financial
Accounting Standards No. 94, “‘Consolidation of
All Majority-Owned Subsidiaries,”” the Company will
be required to consolidate all majority~owned sub-
sidiaries in 1988. The various implementation issucs
associated with this Statement will be evaluated
during 1988; however, it is not anticipated to have
any adverse impact to the Company.

6. INcoME TAXES
The components of income from continuing opera-
tions before income taxes are as follows:

For the yvars enderd December 31, 1987 1986 1985
United States § 669 § 84 $49.1
Foreign 70.0 60.3 478

$136.9 $146.7 $96.9

The components of the provision for income raxes
on continuing operations are as follows:

For the yars ended December 31, 1987 1986 1985
Federal: :
Current $12.2 541.4 $18.9
Deferred 14.4 1.7 8.7
State and local:
Current 5.7 8.6 1.5
Deferred {0.2) (1.8) 1.4
Foreign:
Current 27.4 26.0 17.7
Deferred 2.5 4.2 4.0
$62.0 $80.1 $522

The Company files a U.S. federal consolidated tax
return which mcludes the losses of its U.S. discon-
tinued operations. The current federal provision rec-
ognizes the amounts payable to the discontinued
operations for the tax benefits relating to such losses.
Simufar arrangements cxisted to recognize the tax
benefits relating to the losses incurred in 1985 for the
United Kingdom discontinued operations (sce
Note 2).

The components of the deferred income rax
provision on continuing operattons are as follows:

For the years ended December 31, 1987 1986 1985
Excess of tax over book

depreciation $22 § 31 $31
Tax leases 3.2) 1.6 15.5
Financial accruals not currently

deducuble 0.4 (17.4) (4.2)
Alexander Howden loss

deducton (sce below) - 41.6 —
Net operating loss and other tax

credit carryforwards 17.4 (25.1) —
Other (0.1) 0.3 (0.3)

$16.7 $§ 471 %141




A reconciliation of the tax provision and the
amount computed by applying the U.S. Federal In-
come tax ratc of 40% in 1987 and 46% in 1986
and 1985 to income from continuing operations
before income taxes is as follows:

For the years ended Decewiber 31, 1987 1986 1985
Computed “expected™ tax
expense $54.8 S67.5 S§44.6

Stare and local income taxes—net

of federal income tax 3.4 37 2.7
Foreign statutory rates under

U.S. Fedenal statutory rate 0.6) (14 (2.5
Benefit of income taxed at capital

£ains ratcs 3.8 02 (62
Subsidiaries” losses receiving no

current tax benefit 1.7 2.0 0.6
Tax credins 0.5 (05 (19
Amortization of intangible assets 2.1 2.5 5.8
Other non-deducuble expenscs 2.7 4.2 2.7
Adjustment to prior year

estimated tax provisions L5 4.4 3.0
Other, net 0.7 2.1 3.4
Total rax provision $62.0 S80.1 S52.2

During the years 1982, 1986 and 1987, tax deduc-
tions totalling $132.8 million, net of estimated
recoverics, were claimed by the Company for a loss
sustained in connection with the acquisition of
Alexander Howden. The $61.1 million in tax bene-
fits associated with these tax deductions are re-
flected in the deferred income tax balances in the
Consolidated Balance Sheets and will not be recog-
nized for income statcment purposes until realization
is reasonably assured. In a Revenue Agent’s Report
anticipated in connection with the audit of the Com-
pany’s 1982 tax retums, the Internal Revenue Service
{IRS) will disallow the §43.1 million tax deduction
which was claimed in 1982. The Company is in the
process of preparing an appeal of this determination
to the Appellate Division of the IRS. 1t is the Com-
pany’s opinion that the amounts not yet recognized
for income statement purposes are sufficient to cover
any potential liability arising out of this issue.

In 1983 and 1984, $23.9 million in tax deductions
were clamed by the Company in connection with
payments, to an unrelated third party, for an indem-
nification policy against the potential adverse effects
on the Company from losscs arising out of certain
underwriting exposures. The related tax benefit of
$11.4 million was recognized in the Company’s
1983 income statement. In connection with the cur-
rent examination of the Company’s 1983 through
1985 income tax retums, these deductions will be re-
viewed by the IRS; however, the Company believes it
will be successful in sustaining these deductions.

The extraordinary credit of $3.5 million in 1987
and $0.6 million in 1986 represents the reahization of
tax benefits resultung from the utilization of approxi-

matcly $8.7 million and $1.2 million, respectively, of
nct operating loss carryforwards attributable to the
U.S. operations of RSC prior to the merger. At De-
cember 31, 1987, the Company had, for financial
rcporting purposes, a net operating loss carryforward
relating to these operations of approximately $10.8
million which will expire in the years 1993 to 1997,

At Decemnber 31, 1987, the net undistributed
carnings of consolidated and unconsolidated forcign
subsidiarics aggregated approximatcly $171.4 mil-
lion. Since these earnings are considered permancntly
invested, there is no provision for additional U.S.
income taxes which might result upon distribution of
such eamings; however, foreign tax credics could be
available to offsct part or all of the U.S. income taxes
which would be incurred.

Under the recently issucd Statement of Financial
Accounting Standards No. 96, Accounting for In-
comge Taxes, the Company will be required to adjust
its balance sheet tax Labilities to the liability method
of reporting instead of the deferred method no
later than 1989. Under this newly prescribed method,
future tax habilities are required to be adjusted in a
current period to reflect changes in income tax rates.
The Company has not yet completed all of the
complex analyses required to estimate the impact of
the new Statement and has not yet decided whether
it will implement before 1989 or restate any prior
periods. However, the adopton of the Statement is
prescntly not expected to have an adverse impact
on the Company’s financial position.

7. SHORTTERM DEBT
Consolidated short-term debt consists of the

following:

As of Decernber 31, 1987 1986
Commercial paper $34.8 §$99
Notes payable to banks 20.2 —
Current portion of long-term debt (Notc 8) 10.6 5.1
65.6 15.0

Less short-term debt reclassified as
long-term (Note 8) 50.0 9.9
$15.6 $ 5.1




Information with respect to short-term-botrowing,
activity is as follows:

As of Decomber 31, 1987 1986 1985
Commercial paper:
Balance ar year end $34.8 $99 8328
Weighted average interest
rate 8.3% 6.4% 8.3%
Maximum outstanding, $50.0 §75.1 $62.1
Average outstanding $29.7  §459  $25.0
Weighted average interest
rate during the year 7.0% 7.3% 8.4%
Notes payable to banks:
Balance at year end $202 % —~ 316
Weighted averape interest
rate 8.2% — 12.0%
Maximum ouwseanding $21.1 f16 350.9
Average outstanding $43 $03 $280
Weighred average interest
rate during the year 8.8% 12.0% 9.6%

The maximum outstanding above reflects the maxi-
mum amount of each category outstanding at any
month end. The maximum aggregate short-term debt
ourstanding at any month end was $56.1 million,
$75.1 milbon and $84.6 million in 1987, 1986 and
1985, respectively.

In addition to the $50 million credit facility de-
scribed in Note 8(B), the Company has committed
unsecured lines of credit totaling $91.3 million as sup-
port for outstanding commercial paper of which
$46.6 million was unused as of December 31, 1987
The lines may be drawn as needed with interest at
market rates and carry an annual commuitment fee of
no greater than /4% of the linc. ln addidon, the
Company has approximately $41.7 million in unused
bank lines of credit, subject to bank approval for each
drawing, which are available for general corporate

purposcs,

8. LonG-TERM DERT
Long-term debt outstanding is as follows:

As of Decesnber 31, 1987 1986
11% Convertible subordinated
debentures (A) $67.6 5744
Long-term credit agreement (B) 50.0 2.9
Term bank loan (C) 5.3 5.0
Obligation under capital lease (D) 25.4 —
Other 12,5 13.7
160.8 103.0
Less eurrent portion (Note 7) 106 . 5.1
$150.2 3 97.9

The principal porton of payments required during
the next five years excluding the obligation under
capital lease and the reclassificarion of the long-term
credit agreement is $9.6 million in 1988, $3.9 mil-
lion in 1989, §1.7 million in 1990, $1.1 million in
1991, and $0.9 million in 1992.

(A) 11% Convertible Subordinated Debentures

The debentures are unsecured subordinated obliga-
tions maturing April 15, 2007, The debentures were
issued in connection with the acquisition of Alex-
ander Howden under an Indenture agreement dated
February 1, 1982 and arc convertible into common
shares at $39 per share, subject to adjustment under
certain condibons and to prior redemption. During
the fourth quarter of 1987, the Company made open
market purchases of $6.8 million principal amount
of the debentures at a cost of $6.9 million. The re-
maining debenrures are redecmable any time, at the
Company’s opton, at 107.33% of par value prior to
April 15, 1988 and at declining prices thereafter untl
April 15, 1997 Commencing April 15, 1992, five
percent of the agpregate principal amount outstand-
ing as of October 15, 1991 must be redeemed at
the principal amount through the operation of a
mandatory sinking fund.

(B) Long-Lérm Credit Agreement

The Company has a five-vear, $50 million credit
agreement with a bank which expires in June 1989.
The agreement, as amended effective May 6, 1987,
contains various restrictions including limits on mini-
mum net worth, maximum consolidated debt, mini-
mum interest coverage and minimum consolidated
cash flow from continuing operations. The Company
has the opton to select domestic or Eurocurrency
borrowings priced at a spread over the appropriate in-
dex. The Company has not borrowed under this
agrecment.

In the event short-term borrowings cannot be
made advantageously, the Company intends to use
this facility to refinance a portion of its short-term
borrowings on a long-term basis. Accordingly, $50.0
million and $9.9 million of short-term debt has been
reclassified as long-term debt at December 31, 1987
and 1986, respectively.



(C) Term Bank Loan

The Term Bank Loan is an unsecured obligation of
RSC. This borrowing is payable in Canadian dolars
at 1/1% below the Capadian Bank Prime Rate (9.2% at
December 31, 1987). 'The Company intends to
replace the borrowing with a new three-year credit
agreement of up to Canadian $15.0 million.

(D) Obligation Under Capital Lease

Effective December 31, 1987, a 50% owned French
subsidiary entered into a lease agreement for office
facilities which is classified as a capital lease. Furure
minimum lease payment obligations as of December
31, 1987 are as follows:

1988 52
1989 2.
1990 2.
1991 2
1992 2
Thereafter

Total minimum leasc payments 54.4
Less amounts representing interest 20.0
Present value of minimurm lease payments 254
Less current portion of obligation under capital lease 1.0
Long-term oblyztion under capital lease $24.4

9. COMMON AND PREFERRED STOCK

Common Stock

In connection with the RSC merger in 1985, the
Company issued two new classcs of voting equity se-
cunities, Class A and Class C shares, with voting
rights equal to the Company’s Common Stock. As-
sociated with each such share is a dividend paying
share issued by a Canadian (RSC Class 1 Share) or a
United Kingdom (AAE Dividend Share) subsidiary,
which pays dividends in Canadian dollars and sterling,
respectvely, equivalent to the dividends paid on
shares of common stock. Holders of these securities,
therefore, hold the economic equivalent of shares

of common stock. Each Class A Share (together with
an RSC Class 1 Share) and Class C Share (rogether
with an AAE Dividend Share) may be exchanged ar
any time for a share of common stock.

In Scptember 1985, 1,750,000 cconomic equiv-
alenr shares were issucd in a private placement in
Canada to a group of Canadian institutions. The of-
fering was made pursuant to certain private exemp-
tions contained in Canadian provincial securities
legislation.

At December 31, 1987, the Company had 2.9
million shares of common stock reserved for issuance
under employee stock option plans, 0.2 shares re-
served for contingent issuance under business pur-
chase agreements, 1.7 million shares reserved for
issuance 1 the event of conversion of the 11% con-
vertible subordinared debentures and 4.1 million
shares reserved for issuance upon redemption or con-
version of the Class A and Class C common shares.

Dividend Restrictions

No dividends may be declared and paid on the
Company’s common stock unless an equivalent
amount per share is declared and paid on the cco-
nomic equivalent shares. Accordingly, the Com-
pany’s ability to pay dividends is limited by the
amounts available to the Canadian and U.K. subsid-
ianes for such purposes. These amounts approximate
Canadian $40.8 million or $31.3 million, assum-
ing certain solvency tests are met under Canadian law,
and sterling £34.8 million or $65.5 million, respec-
tively, at December 31, 1987, In the event suthicient
earnings are not available in Canada or the United
Kingdom to declare dividends, the Company’s legal
structure allows it to make carnings or capical avail-
able in those countrics to pay dividends.

Preferved Stock and Related Rights

The Company’s preferred stock can be issued in
onc or more series with full or limited voting rights,
with the rights of each series 1o be determined by
the board of dircctors before each issuance.

On June 11, 1987, the board of directors adopted
a resolution authonizing a series of preferred stock,
Series A Junior Participating Preferred Stock (*“Pre-
ferred Shares™), $1.00 par value per share. At the
same time, a dividend of one preferred share purchase
right (“‘Right”’) was declared for each outstanding
share of common srock and each commeon stock
equivalent. Each subsequently issued share will also
carry such a Right. Each Right entitles the holder
thereof to buy one one-hundreth of a Preferred Share
at a price of $85. The Rights will become exercisable
only if a person or group acquires 20% or more of the
Company’s voting shares or announces a tender



or exchange offer for 30% or more of such voting
shares. If the Company is subsequently acquired,
each Right will endtle its holder to purchase, at the
then-current exercise price, stock of the surviving
company having 2 market value of twice the exercise
price of cach Right. The Rights, which expire on
July 6, 1997, are redeemable by action of the board of
directots prior to becoming cxercisable at a re-
demption price of $.01 per Right.

Treasury Stock

1n October 1987, the board of directors authorized
and the Company thercafter purchased one million
shares of the Company’s common stock. The shares
were purchased in the open market and will only be
used to meet short-term obligations under various
employee stock option and benefit plans as well as to
satisfy deferred payment commitments for previously
acquired compames. 1n February 1988, the board
of directors authorized the purchase of up to an addi-
tional two million shares, depending upon market
price and conditions.

10. Stock OPrioN AND INCENTIVE PLANS

The Company’s Long-Term Compensation Program,
adopted in 1982, consists of three independent plans
as follows:

The 1982 Key Employee Stock Option Plan  provides
for the granting of incentive stock options and
non-qualified options to officers and key employces
for a maxamum of 2,325,000 shares of the Com-
pany’s common stock. These options may be granted
at not less than fair market value of the common
stock on the date of grant and become exercisable as
specified at date of grant. In May 1987, the share-
holders of the Company approved amendments to
the plan including an increase in the number of
shares authorized for issuance from 1,175,000 sharcs
to 2,100,000 shares plus 225 000 shares previously
rescrved for issuance under the 1982 Executve Per-
tormance Bonus Plan and the authorization to grant
stock appreciation rights in conjunction with non-
qualified options. Incentive stock options cxpire ten
years from the date of grant while the 1987 amend-
ment to the plan provides for the extension of the ex-
ercise period for non-qualified options granted after
December 31, 1986 to ten years and one day from
date of grant.

In November 1987, the board of directors ap-
proved an invitation to employees who received

stock options in 1986, other than the inside directors
of the Company, to participate in an exchange and
conversion program whereby such 1986 options were
cancelled in exchange for new non-qualified options
covering a lesser number of shares at a lower option
price. These new options will become exercisable in
full one year from the date of the new grant. Asa
condition of the exchange, the participants were re-
quired to agree to the conversion of all unexercised
incentive stock options granted from 1982 through
1985 into non-qualified options. At December 31,
1987, there were 428,307 shares (option price of
$38.625) surrendered in cxchange for 215,340 shares
at an option price of $17.75 per sharc. In addigon,
362,100 shares were converted from incentive stock
options to non-qualified options.

The 1982 Executive Performance Bonus Plan  pro-
vides for the granting of performance awards based
upon certain performance criteria as determined by
the Compensation Committee of the board. In
1986 and 1985, approximately $1.8 million and $1.4
million, respectively, was provided for awards of
which approximately $1.5 million was paid in 1987,
Payment of the remaining balance has been deferred
to future years. No awards were granted in 1987,

The 1982 Key Employee Restricted Stock Award
Plan  provides for the granting of shares of the Com-
pany’s common stock subject to various restrictions
which limit the sale or other transfer of the shares un-
til the expiration of a specified time period. The
shares arc subject to forfeiture if the participant does
not remain in the employ of the Company through-
out the restricted period. A maximum of 325,000
shares may be issued under the plan. There were
96,367 shares, 51,616 shares and 60,195 shares
awarded during 1987, 1986 and 1985, respectively.

In 1982, the Long-Term Capital Accumulation
Program was replaced by the Long-Term Compensa-
tion Program deseribed above with all optiens, toral-
ing 733,932 shares, and awards remaining in effect.
The options are fully exercisable and expire ten years
from grant date.



Option transactions under the programs were as
follows:

Opuon Price
Number of Per Share
Shares Range
Ousstanding,
January 1, 1985 1,063,775 §17.06--$32.88
Granted 205,270  24.50- 28.88
Exercised (48,926) 17.06- 23.19
Cancelled (44,163)
Ourstanding,
December 31, 1985 1,175,956  $17.06-$32.88
Granted 553,257 38.63
Exercised (134,779)  17.06- 31.13
Cancelled (47,848)
Ousstanding,
December 31, 1986 1,546,586 $17.75-838.63
Granted 956,600 17.75- 25.38
Exercised (48,344) 17.75- 24.50
Cancelled (513,240)
Oustanding,

December 31, 1987 1,941,602 $§17.756-538.63

The number of options exercisable at December 31,
1987 1986 and 1985 were 856,463, 759,811 and

719,209, respectively.

11. EmrLOYEES’ RETIREMENT PLANS AND BENEFITS
Pension Plans
The Company has contributory and non-contribu-
tory defined benefit pension plans covering substan-
tially all domestic and internanional employees. The
plans generally provide pension benefits that are based
on the employee’s years of service and compensation
prior to retirement. In general, it is the Company’s
policy to fund these plans consistent with laws and
regulations of the respective taxing jurisdictions in
which the Company operates. An overfunding exists
in the United States’ largest plan. As a result, the
Company will not make any contributions to this
plan until the overfunding is substannally reduced.

United States Plans

Effecave January 1, 1985, the Company adopted
Statement of Financial Accounting Standards No. 87
for its United Stares pension plans. For these plans,
net periodic pension provision (credit} is summarized
as follows:

1987 1986 1985
Service cost $153 $104 3 7.8
Interest cost 13.4 10.8 9.3
Actual retum on plan assers 10,9y (264 (38.1)
Net amortization and defermal (13.8) 5.6 20.5

Net periodic pension provision

{credit) $ 40 S5 04 S (0.5

The following table sets forth the funded status
and amounts recognized in the Company’s Consoli-
dated Balance Sheet as of December 31:

1987 1986

Vested benefit obligadon £103.4 §1002
Accumulated benefit obligation $115.3 31121
Projected benefit obligation $(153.4) $(167.1)
Plan assets at fair market value 200.1 196.2
Excess of plan asseis over projecred

benefit obligation 46.7 29.1
Unrecognized net (gain) loss (13.6) 14.4
Unrecognized prior service cost 3.1 —
Unrccognized ner assers being

amortized over 16 years (40.3) (43.2)
{Accrued)/Prepaid pension cost $ 41) 3§ 0.3
Assumned discount rate 9.50% 8.00%
Assumed rate of compensation

increase 6.00% 7.00%
Expected rate of return on plan

asscts 10.75% 10.75%

At December 31, 1987 approximately 48% of plan
assets are invested in equity secuntes and 52% in cash
equivalents or debt securities.

International Plans

International pension expense totaled $16.1 mil-
lion in 1987, $13.2 million in 1986 and $9.5 million
in 1985, As of their latest actuanal valuation dates,
the Company’s foreign pension plans have approxi-
mately $201.8 million of pension fund assets
compared with $170.7 million of estimated vested
bencfits payable.

Thnfi Plans

The Company maintains thrift plans for most U.S.
and Canadian employees. Under the thrift plan,
eligible employees may contribute amounts through
payroll deduction, supplemented by Company
conibudons, for investments in various funds estab-
lished by the plan. The cost of thesc plans was
$6.7 million (including 0.2 million shares of com-
mon stock valued at $5.0 million) in 1987, $7.3
million (including 0.2 million shares of common stock
valued at $6.2 millon) in 1986, and $5.8 million
{including 0.2 million shares of common stock val-
ued at $4.9 million) in 1985.



Post-Retirement Benefits

Substantially all of the Company’s United Stares
cmployees, and employces in certain foreign coun-
tries, may become eligible for certain health care (up
to age 65 in the United Stares) and life insurance
benefits if they reach normal retirement age while
working for the Company. The cost of providing
those benefits for 1,600 retirees is not separable from
the cost of providing benefits for the 14,800 active
employees. The total cost of these benefits for both
active and retired employees was $28.9 million
in 1987, $23.0 million in 1986 and $19.8 million in
1985.

Deferred Compensation Plan

In 1985, the Company established a deferred com-
pensation plan which permitted certain of its key
officers and employces to defer a portion of their in-
centive compensation in each of the succeeding four
years. In 1986, the plan was amended ro permir a sin-
gle election to defer, in 1987, all remaining amounts
deferrable under the plan. The deferred compensation
is being accrued over the period of active employ-
ment on a present value basis. To fund these plans,
the Company has purchased whole-life insurance
on each participant’s life. ‘The Company’s obligation
under the plan, $8.6 million and $3.4 million at
December 31, 1987 and 1986, respectively, is included
in Other Long-term Liabilities in the Consolidated
Balance Shect.

12, COMMITMENTS
Lease Commitments
The Company leases property and equipment under
non-cancellable operating lease agreements which
expire at various dates through 2018,

Future minimum annual rentals under non-cancel-
lable lcascs are as follows:

Operating

Leases

1988 8715
1989 67.6
1990 60.6
1991 55.4
1992 50.4
Thereafter 2725
Toral minimum lease payments $578.0

Rent expense for office space, which includes
property taxcs and certain other costs, amounted to

$82.8 mullion, $69.0 million and $54.4 million for
the three years ended December 31, 1987, 1986 and
1985, respectively.

Other Commistments

The Company has guaranteed certain borrowings
and letters of credit, issued comfort letters in connec-
tion with keepwell agreements and has otherwise
agreed to reimburse the payment of certain other as-
serted or unasserted liabilidies of consolidated and
unconsolidated subsidiaries. While these assurances
and guarantees may expose the Company to finan-
cial consequences, it is management’s opinion that
any adversc cffects will not be material to the Com-
pany’s financial condition.

13. CoNTINGENT LIABILITIES
Following the acquisition of Alexander Howden in
January 1982, certan claims, relating primarily to the
placement of reinsurance by Alexander Howden sub-
sidiaries and questionable broking and underwriting
practices of former Alexander Howden officials and
others, have been or may be asserted. In particular,
claims were made on behalf of members of Lloyd’s
syndicates formerly managed by PCW Underwriting
Agencies Ltd. and WMD Underwninng Agencies
Ltd. arising from scrvices performed through Alexan-
der Howden subsidiarics, prior to the Company’s ac-
quisition of Alexander Howden, with respect to the
placement of reinsurance on behalf of these syndi-
aates. A settlement offer by Lloyd’s to the syndicates
members to sectle all claims outstanding became un-
conditional on June 19, 1987. The Company’s con-
tribution to the Lloyd’s offer has been charged
against the recovery from the former auditors of Al-
exander Howden and, consequently, had no effect
on operatng results (see Note 14). The Company
does not expect any further material adverse effect as
a result of any potential claims which may be asserted
by those syndicate members who have not accepted
the Lloyd’s offer.

Claims have been or may be asserted against the
Company and certain of its subsidiaries alleging,



among other things, that certain Alexander Howden
subsidiaries accepted, on behalf of certain insurance
companies, Insurance or reinsurance at premium lev-
els not commensurate with the level of underwriting
risks assumed and retroceded or reinsured those

risks with financially unsound reinsurance companies.

In two pending actions, plaintiffs allege compensa-
tory and punitive damages based on claims arising
from common law fraud, breach of contract and neg-
ligence, and treble damages totaling $69 million
based on claims under the Racketeer Influenced and
Corrupt Organizations Act. Related actions contain
a variety of allegations, including negligence, unfair
and deceprive practices, bad faith and fraud and tre-
ble damages. Management of the Company believes
that there are valid defenses to all claims that have
been made with respect to these activities. The Com-
pany is vigorously defending the pending actions.

The Company and its subsicliaries are also subject
to various claims and lawsuits from both private and
governmental partics in the ordinary coursc of busi-
ness, consisting principally of alleged crrors and omis-
sions in connection with the placement of insurance
and in rendening consulting scrvices. In some of these
cases, the remedies that may be sought or the dam-
ages claimed are substantial. Additionally, the Com-
pany and its subsidiarics are subject to the risk of
losses resulting from the potential uncollectibility of
insurance and reinsurance balances and claims ad-
vances made on behalf of clicnts.

Shand and its subsidiaries, prior to the sale as de-
scribed in Note 4, advanced claim payments and
placed insurance and reinsurance with and on behalf
of The Mutual Fire, Marine and Inland Insurance
Company (‘‘Mutual Fire”). Mutual Fire was placed
in rehabilitation in December 1986; a Plan of Reha-
bilitation was approved by the Commonvwealth
Court of Pennsylvama on June 26, 1987. The rchabi-
litator is required to dctermine the viability of that
plan and to report to the court on its implementation
not later than April 30, 1988. It is not possible to
predict with certainry whether Mutual Fire will be
successfully rehabilitated or whether it will eventually
be placed in liquidation. In the event of a liquidation
of Mutual Fire, a liquidator may challenge Shand and
its subsidiaries concerning the amount of remsurance
owed to or paid by Mutual Fire and the reimbursc-

ment by Mutual Fire of claims payments advanced
on its behalf. Other claims have been or may be as-
scrted by other affected parties, including insureds of
Murtual Fire. The Company has agreed to indemmify
the purchasers of Shand with respect to this
confingency.

These contingent liabilities involve significant
amounts, and while it is not possible to predict with
ccrtainty the outcome of such conringent liabilities,
their coverage under the Company’s professional lia-
bility insurance policics, or their financial impact
on the Company, management presently believes that
such impact will not be material to the Company’s
finanaal condition.

14. LITIGATION SETTLEMENT
In November 1986, the Company settled its lawsuit,
which commenced in 1983, against certain former
auditors of Alexander Howden. The terms of the set-
tlement included the payment of $24.0 million to
the Company. Recognition of this recovery in the
Consolidated Statements of Income has been deferred
pending final resolution of specific loss contingencies
arising out of the Alexander Howden acquisition
which were known at the date of the setdement. The
amount of the recovery is included in other long-
term liabilitics in the Company’s Consolidated Bal-
ance Shect.

As described in Note 13, the Company’s after-tax
contribution to the settdement offered to mem-
bers of Lloyd’s syndicates formerly managed by PCW
Underwrinng Agencics Ltd. has been charged against
this recovery and, accordingly, the amount deferred
has been reduced to approximately $22.4 million.

15. BUSINESS SEGMENTS

Segment information is provided for the Company’s

two reportable segments, Insurance Services

and Human Resource Management Consulting.
Insurance Services includes a broad range of



insurance brokerage services such as negotiating and plans, employee communications consulting, man-
placing casualty, property and marine insurance, agement consulting and association marketing,
wholesale and reinsurance brokerage, risk analysisand ~ The following tables present information about
management and self-insurance services. the Company’s operations by business segment and
Human Resource Management Consulting includes  geographical areas for each of the three years in the
a variety of services sich as actuanal and administra- period ended December 31, 1987:
tive services for pension, compensation and benefit
Depredation
Operating  Opernating  Identifiable and Capital
Revenue Income Assers  Amoruzaton  Expenditures
1987
Insurance services § 9745 § 797 $2,343.1 $45.6 §119.7
Human resource management consulting 121.0 5.7 129.9 34 11.5
Other business 23.2 1.3 34.0 0.8 2.2
Equity in unconselidated operations — — 90.7 — —
General corporate — {26.1) 12.0 0.7 1.1
Assers held for disposal — — — — —
§1,118.7 S 60.6 $2,609.7 $50.5 $134.5
1986
Insurance services S 9433 $126.2 $2,169.4 $36.3 $ 488
Human resource management consulting 105.3 5.2 100.5 2.6 4.3
Other business 19.6 2.1 22.4 4.3 5.9
Equity in unconsolidated operations — — 160.3 - —
General corporate — (23.7) 4.8 — —
Assets held for disposal — — 3il.2 - —
$1,068.2 $109.8 $2,428.6 §43.2 5§ 59.0
1985
Insurance services $ 805.8 $ 95.0 §1,941.3 §32.7 S 26.2
Human resource management consulting 88.2 3.4 69.5 2.0 2.1
Orher business 19.6 0.1) 20.8 4.0 17.3
Equity in unconsolidated operations - — 83.2 - —
General corporate - (18.0% 8.2 — —
Assets held for disposal — — 4.4 — —
§ 913.6 $ 80.3 $2,127 .4 538.7 $ 45.6
Openating Income Idendfiable
Revenue Before Taxes Asscts
Geographical areas:
1987
United States § 748.0 §97.1 81,2134
United Kingdom 160.8 26.8 729.4
Canada, principally RSC 117.6 18.9 190.6
Other countries 92.3 14.4 373.6
Equity in unconsolidated operatons — 17.8 90.7
General corponate — (38.1) 12.0
Assets held for disposal - — -
S1,118.7 S136.9 $2,609.7
1986
United States S 728.4 $110.9 $1,316.4
United Kingdom 145.0 21.9 553.0
Canada, principally RSC 116.1 21.4 194.1
QOther countries 78.7 6.6 228.8
Equity in unconsolidated operations — 22.8 160.3
General corporate — {36.9) 4.8
Assers held for disposal — — 31.2
$1,068.2 $5146.7 $2,428.6
1985
United States $ 628.6 §744 §1,133.4
United Kingdom 119.7 25.5 489.3
Canada, principally RSC 98.5 2.8 186.6
Orher countries 60.8 9.2 222.3
Equity in unconsolidated operations — 12.8 83.2
Guneral corporate — (27.8) 8.2
Assets held for disposal — — 4.4

§ 913.6 § 969 $2,127 4




16. QuarTERLY FINaANCIAL DATA (UNAUDITED)
Quarterly operating results for 1987 and 1986 are
summarized below (in millions, except per share

data}.
Income from
Operating Operating Continuing Net Income
Quarters Revenue Income Operadons (Loss)
1987
Ist 5§ 2695 § 15.0 $14.4 514.4
2nd 2947 238 279 27.9
3d 2734 13.8 219 15.4
At 281.1 _ 80 107 107
Year §1,118.7 $ 60.6 §74.9 $568.4
1986
Ist 5 2498 $ 289 $22.1 52211
2nd 269.2 37.3 227 19.6 (a)
3rd 267.4 311 15.7 {9
4th 281.8 12.5 6.1 2.4 (a)
Year $1,068.2 $109.8 566.6 543.2
Per Share of Common Stock
Income from
Continuing Net Income
Quarters Operations (Loss) Dividends High(b) Low(b)
1987
Ist 5 .34 5 .34 5 .25 $32 $24%
2nd 66 .66 .25 30%/s 223/g
3nd .52 .36 .25 2735 2234
4th _ .25 .25 .25 28t/ 157/s
Year 81.77 $1.62 (c) $1.00
1986
Ist 3 .54 § 54 $ .25 538 $3134
2nd .55 48 {a) .25 40'/4 3217
3rd .38 (.02) .25 42%/g 347/s
4th .15 .06 (a) .25 38 25'/x
Year $1.62 $1.05 (o) $1.00

(a) Anextrordinary credit of $4.3 million was recorded in the second quarter of 1986 representing the utilization of net operat-
ing loss orwards. As a result of an additional tax deduction that was claimed for 1986 {see Note 6) only $0.6 million was
recognized m 1986, resulting in a $3.7 million extraordinary charge in the fourth quarter of 1986.

(b) Sales prices on the New York Stock Exchange.
(d) Not equal to the sum of the quarters.
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